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ABSTRACT
In view of the dramatic depreciation of the Hong Kong
dollar in the third quarter of 1983, the Hong Kong Govern-
ment announced on October 15, 1983 a stabilisation scheme
whereby the Hong Kong dollar is linked to the U.S. dollar
at the official rate of HK$7.8 to US$1 by way of a new
currency system.
After reviewing the background to the local dollar
crisis, this report traces the movements of the basic
variables influencing the HK$/US$ exchange rate over the
period from 1975 to the second quarter of 1982, during
which the Hong Kong dollar was under a floating exchange
rate system.
To justify the linked rate of HK$7.8 to US$1, two
models, one using the monetary approach and the other using
the balance of payments approach, are utilised in an attempt
to estimate the intrinsic value of the Hong Kong dollar
versus the U.S. dollar. The average intrinsic values so
determined are HK$5.87. HK$5.82 and HK$5.94, per U.S. dollar,
as at the year-ends of 1983, 1984 and 1985, respectively.
If this is the case, the linked rate of 7.8 has in
effect discounted the local dollar by about HK$2, or 34
percent, which can be argued to be eroded largely by the
political element.
The linked system has wide-spread implications on the
economy, including the self-adjustment mechanism, monetary
3
baseinterest rates and inflation. Whilst Hong may
need the linked system in the foreseeable future to maintain
currency stability and to avoid further speculation, it is
advisable for the authorities to consider revaluating the
Hong Kong dollar as when the Sino-British talks come to
an acceptable agreement.
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1CHAPTER I
INTRODUCTION
On October 15, 1983 the Hong Kong Government announced
two measures designed to stabilise the exchange rate of the
Hong Kong dollar.
Firstly, the two note-issuing bank, that is, the Hong
Kong Shanghai Banking Corporation and the Chartered Bank,
are now required to pay the Government's Exchange Fund for
new Certificates of Indebtedness, which they are required
to hold as backing for increases in their note issues, in
foreign exchange at a fixed rate of HK$7.8 to US$1.
Similarly, when notes are withdrawn from circulation and
the note-issuing banks surrender Certificates of Indebtedness,
the Exchange Fund will pay them the equivalent foreign
exchange at the same rate.
Secondly, interest on Hong Kong dollar deposits with
financial institutions will no longer be taxed. Hitherto,
there was a 10% withholding tax on income-derived from this
source.
By linking the HK$/US$ exchange rate, the framework
within which the exchange rate is determined is altered.
Nevertheless, the market exchange rate will continue. to be
determined by free market forces. Although the fixed rate
applies only to Certificates of Indebtedness issued to the
note-issuing banks, the note-issuing banks in turn will
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issue to and redeem from other licensed banks Hong Kong
currency notes at the same rate. The effect of these
arrangements is that the market rate of the Hong Kong dollar
in future is expected to gravitate closely around the fixed
rate.1
For five months since the introduction of the new
system, except for some confusion during the first few days,
the market exchange rate has been close to the fixed rate.
The Government is apparently satisfied with the functioning
of the present system. The Financial Secretary has pointed
out that the Government's scheme provides not a pegged rate,
but a banknote system which ensures equilibrium at the chosen
exchange rate via an automatic adjustment mechanism.2
However, the fact is that although it is, strictly
speaking, not a pegged rate, market arbitrage and competition
under the linked system have in effect 'pegged' the Hong Kong
dollar to the U.S. dollar at about 7.8.
The Background
Historical Development
Before 1973 Hong Kong's exchange market saw the co-
existence of a controlled official market and an uncontrolled
free market. In the official market, the ruling rate was the
one between sterling and Hong Kong dollar agreed informally
between the then three note-issuing banks and the Exchange
-L he Hongkong Shanghai Banking Corporation. Hong Kong Economic
Report, Hong Kong, November 1983, pp.1-2.
2South China Mornin Post, Hong Kong, November 10, 1983, p.1
(Business News).
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Fund. This rate was pegged at £1: HK$16 from December 1935
to November 22, 1967, and £1: HK$14.54 from November 23, 1967
to July 1972. On the free market, exchange rates were det-
ermined solely by demand and supply and thus may diverge
from the official rates. 3
The note-issuing banks had to pay sterling to the
Exchange Fund at fixed rate in exchange for Certificate of
Indebtedness for issuance of Hong Kong currency notes. This
100% backing Sterling Exchange Standard was maintained up
to the middle of 1972 when Britain floated the Pound.4
In December 1971, both Britain and Hong Kong decided to
maintain their respective gold parities, and the Hong Kong
dollar was effectively revalued against the U.S. dollar by
8.57 percent to 5.58. This rate was readjusted slightly to
5.65 in July 1972, after the Hong Kong Government decided
to cut loose from the pound and tie its currency to the U.S.
dollar, at least temporarily. In February 1973, when the
U.S. dollar was devalued for the second time, the official
central rate was lowered to US$1: HK$5.085.5 From that
time onward, sterling was no longer the only eligible reserve
asset..
At-the end of 1974, due to the oil crisis, the Govern-
ment announced the floating of the Hong Kong dollar. The
3Jao, Y.C. Banking and Currency in Hong Kong. London: Macmillan
Press, 1974, pp.91=92.
-'Mok, V. Renovation of the Hong Kong Currency System- From
Theoretical and Historical Perspectives. Hong Kong Economic Journal
Monthly, Vol. 81, December 1983, p.6 (In Chinese).
'Jao, op. cit., p.93
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currency system of Hong Kong had since entered an era of
floating exchange rates.
Political Uncertainty
To Hong Kong, the year 1997 is especially important.
Although still 13 years away, it has been a hot topic in the
press and also a point for thought in every citizen's mind,
since the British Prime Minister, Mrs. Margaret Thatcher,
visited China in September 1982.
The British Prime Minister asserted that the treaties
whereby the Hong Kong Island and the southern part of Bound-
ary Street were ceded and the area to the north of Boundary
Street was leased to.Britain were to be respected. Meanwhile,
China was reiterating the possession of sovereignty over the
whole of Hong Kong in-1997, and that the unequal treaties
would not be recognised.
Shortly after such uncompromising situation, a con-
fidence crisis was provoked in Hong Kong. Although China
and Britain have decided to put Hong Kong's future on the
conference table via diplomatic-channels, the first five
rounds-.of-Sino-british talks, which concluded on October 20,
1983, apparently have achieved little.
On the other hand, China has indicated that regaining
of sovereignty is not negotiable-and after 1997, Hong Kong
will become a special administrative zone of China. The
master plan for the political and administrative system after
Hong Kong's sovereignty reverts to China will be set out and
incorporated into China's constitution.6 Beijing officials
6South China Morning Post, Hong Kong, December 29, 1983, p.1.
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also remarked that the Sino-British talks would focus on
policies to preserve Hong Kong's stability and prosperity
for the transition period before 1997.
Moreover, China will unilaterally announce in September
1984 the policy and arrangements for Hong Kong after 1997,
regardless of whether Britain and China come to a solution
to the Hong Kong problem.7
Towards the end of 1983, despite the continued uncert-
ainty over 1997 and the absence of official announcement
from Britain or China- apart from describing the talks as
"useful and constructive"- the consensus of local observers
was that the British negotiating position regarding sover-
eignty has changed significantly when compared with a year
ago, even if-the Chinese stand has remained much the same.8
Since then the atmosphere surrounding the talks has improved
markedly. -Shortly after the eighth-round of Sino-British
negotiations in early February 1984, London's Sunday Times
and some local newspapers disclosed that Britain had already
conceded sovereignty and administration of the territory to
China.9
In March 1984, the pace of the Beijing talks seemed to
be stepping up considerably amid increasing speculation of
an announcement on Hong Kong's future before September 1984.10
Meanwhile, public opinion was growing in favour of Hong Kong
7Ibid.
8South China Morning Post, Hong Kong, December 27, 1983, p.8.
9Asiaweek, February 10, 1984, p.9.
10South China Morning Post, Hong Kong, March 18, 1984, p.1.
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people being allowed to officially voice their own opinions
an the arrangements and possibly influence the outcome. Due
to the desire of-both governments to reach an agreement
before September-1984, it was generally believed that the
framework for Hong Kong's future would be announced sometime
in May or June 1984, so as to give time to the Legislative
Council of Hong Kong for a debate, before any vote in the
British parliament.
Depreciation of the
Hong Kong Dollar
The exchange rates of the Hong Kong dollar against most
other currencies have been on the down-trend since the third
quarter of 1982. It was the exchange rate against the U.S.
dollar that caught most people's attention,.in view of the
U.S. dollar being the most important trading and most used
foreign currency here. At the end of August 1982, the rate
was HK$6.066 to US$1, whereas one year later, it was HK$7.437
to US$1.11
When the fourth round of Sino-British talks on Hong Kong
adjourned in September 1983 without conspicuous signs of
progress,- which caused fears for the future and wide-spread
speculation, the local dollar plunged at one point to 9.6
to the U.S. unit on September 24, 1983, sparking panic
12
buying in supermarkets and rumours of economic collapsej
11Census and Statistics Department. Hong Kong Monthly Digest of
Statistics. Hong Kong: Government Printer, September 1983, p.70.
12Asiaweek, October 28, 1983, p.48.
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Government Intervention
At that the Government hastily said it was planning
a revision of the mechanics of Hong Kong's currency system.
The move prompted a partial recovery, but it was not until
three weeks after the promise of intervention, on October
15, 1983, that the Financial Secretary announced the stab-
ilisation scheme, which links the Hong Kong dollar to the
U.S. dollar by way of a new currency system and abolishes
the interest tax on Hong Kong dollar deposits.
Purpose of the Study
The greatest impact on the Hong Kong economy in the
past decade is no doubt the plunge in the value of the local
dollar in the third quarter of 1983. This has wide-spread
repercussions on commerce and industry, as well as the man
on the street.
By analysing the related issues and the ramifications
of the linking, this report aims at providing a better picture
of the future prospects of the linked exchange rate of HK$7.8
to US$1. Specifically, the objectives-of the present study
are:
1. To examine the basic elements affecting the value of
the H.K.dollar relative to the U.S. dollar.
2. To set up a framework for evaluating the strength of
the H.K. dollar.
3. To estimate the intrinsic value of the H.K. dollar.
4. To project the future trend of the H.K. dollar versus
the U.S. dollar.
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Scope of the Study
A study such. as this would inevitably involve many
variables. Taking most, if not all, of these variables into
consideration simultaneously would make the analysis too
complicated to handle. After all, those minor variables may
have only immaterial effect on the main issue.
In view of this, the basic variables having influence
on the exchange rate are to be examined in the first place.
Secondly, two models, one using the monetary approach and
the other using the balance of payments approach, will be
employed to work out the intrinsic value of the Hong Kong
dollar, assuming that it is still under a flexible exchange
rate system.
The present linked rate of 7.8 is then assessed in the
light of the.findings, thereby attempting to project the
future prospects of the Hong Kong dollar. in addition, the
impact on the economy and the circumstances under which the
Government would revise the linked system will be discussed.
The time frame of discussing the future strength of the
Hong Kong dollar is intended for a period of about two years
from early 1984 up to the end of 1985.
Limitations
One of the most dominant factors affecting the short-
term exchange rate of the Hong Kong dollar is the political
future of Hong Kong, which is reflected in Hong Kong people'
confidence in the local dollar. In this study, no attempt
is made to deal with the political issue, in view of its
volatility.
9
Moreover, since the focus is on the real economic
indicators, people's expectation on the future value of the
Hong Kong dollar is excluded from the variables under study
10
CHAPTER II
METHODOLOGY
Method of Analysis
The analyses of the HK$/US$ exchange rate and the
relevant factors influencing it are divided into four parts.
Relationships of Variables
The major factors having impacts on the HK$/US$
exchange rates are: interest rate, price level, balance
of payments, gross domestic product and money supply.1
These variables are assessed by tracing their trends from
1975 (just after the Hong Kong dollar was floated) to the
middle of 1982 (just before the political element played
a dominant role). Quarterly data during this period are
used. A description of individual variables is given below..
Interest Rate
Interest rate differential between Hong Kong and the
U.S. has direct influence on capital mobility, thus affect-
ing the demand for HK$ and US$. Higher domestic interest
rates will make investment in Hong Kong more attractive.
The resultant inflow of capital will improve the balance
of payments and increase the demand for the local currency.
1Levi, Maurice. International Finance: Financial Management
and the International Economy. Mcgraw Hill Book Company, 1983,
pp.128-131. Another factor, namely, resource discoveries and political
developments, is beyond the scope of this study.
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In this study, 3-month time deposit rate of Hong Kong
and 3-month Treasury bill rate of the U.S. are chosen to
represent the variables. Three-month rates of Hong Kong
and the U.S. used are daily averages of the last month of
a quarter. The data source of Hong Kong rates is Hong Kong
Monthly Digest of Statistics,2 and that of U.S. rates is
Survey of Current Business.3
Price Level
The purchasing power parity theory asserts that the
exchange rate is determined by the level of prices in the
domestic country compared to that abroad and that changes
in the exchange rate are determined by changes in these
price levels.4
According to Moon H. Lee, tests have shown that there
is a strong empirical relationship between changes in exchangE
rates and the difference in the changes in price levels in
the U.S. and other major countries.5 In an attempt to find
out the relationship applicable to Hong Kong,-the price levels
of Hong Kong and the U.S. are regressed on the HK$/US$
exchange rate../
The Consumer Price Index (B), which runs closely to
CPI (A), is chosen to represent the price level in Hong Kong.
2Census and Statistics Department. Hong Kong Monthly Digest of
Statistics. Hong Kong: Government Printer, 1975 to 1982 issues.
'Bureau of Economic Analysis. Survey of Current Business
Washington, D.C.: Department of Cornmerce, 1975 to 1982 issues.
'Officer, lawrence E. Purchasing Power Parity and Exchange
Rates: Theory, Evidence and Relevance. Connecticut: JAI Press, 1982, p-3.
'Lee, Moon H. Purchasing Power parity. New York: Marcel Dekker,
Inc., 1976, p.97.
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The data are obtained from Hong Kong Monthly Digest of
Statistics. For the U.S. price level, the consumer price
index for wage earners and clerical workers, which is very
close to its counterpart- the consumer price index for all
urban consumers- is used in the analysis. The source of data
is Survey of Current Business. For both Hong Kong and the
U.S., the consumer price indices are averages of the last
month of a quarter.
Balance of Payments
Balance of payments statistics are an important means
to judge international performance. A balance of payments
surplus will put more foreign currency on the exchange
market and induce higher demand for Hong Kong dollar, thus
increasing the value of the domestic currency.
In the absence of capital account statistics in Hong
Kong, a review is carried out using the merchandise trade
balance of Hong Kong and domestic exports to the U.S. The
quarterly figures are obtained from Hong Kong Monthly Digest
of Statistics.'
Gross Domestic Product
An increase in gross domestic product will increase
the demand for imports, thus having a negative effect on
the balance of payments. Faster growth in one country's
national income relative to another's will in general raise
the number of currency of the former country offered on the
foreign exchange market.
Gross domestic products of Hong Kong and the U.S. in
real terms are used for analysis. As data by quarter for
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Hong Kong are not available, the yearly figures, which
are obtained from Estimates of Gross Domestic Product 1966-
1983,6 are used for analysis. The U.S. data are extracted
from Survey of Current Business.
Money Supply
An increase in Hong Kong money supply will create an
excess supply of money and will lead to more spending on
foreign goods and services, hence raising the offer of Hong
Kong currency in the exchange market. Thus, the relative
growth in money supplies will influence the exchange rate.
Money aggregate definitions M1, M2 and M37 for Hong
Kong and the U.S. are reviewed. Money supply data are
averages of the last month of a quarter. Figures for Hong
Kong are obtained from Hong Kong Monthly Digest of
Statistics. Data for the U.S. after 1979 are extracted
from Survey of Current Business, and therebefore from
Federal Reserve Bulletin,8 due to different classification
of money stock in the former publication prior to 1979.
6Census and Statistics Department. Estimates of Gross Domestic
Product 1966-1983. Hong Kong: Government Printer, 1984.
IThe definitions of money supply in Hong Kong are:
M1: Notes and coins with the public, plus customers' demand deposits
with licensed banks.
M2: M1 plus customers' savings and time deposits with licensed banks
plus negotiable certificates of deposit issued by licensed banks
and held outside the monetary sector.
M3: M2 plus customers' deposits with licensed and registered deposit-
taking companies plus negotiable certificates of deposit issued
by deposit-taking companies held outside the monetary sector.
Board of Governors of the Federal Reserve System. Federal
Reserve Bulletin. Washington, D.C., 1975 to 1980 issues.
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Intrinsic Value of the.
Hong Kong Dollar in 1983
In the second part, two approaches are used in this
report to arrive at an estimated intrinsic value of the
Hong Kong dollar versus the U.S. dollar as at the end of
1983, assuming that there-is no linking of the two
currencies.
Firstly, the monetary approach stresses that the
exchange rate., as the relative price of two monies, is
determined by the equilibrium between the demands for and
the supplies of the stocks of monies outstanding- 9 The
second approach makes use of the general view of balance
of payments on the exchange rate, which takes the capital
account to be predetermined, while treating both imports
and exports as function of the exchange rate.10
The two approaches are, in fact, different means to
the same end. Whilst the balance of-payments approach uses
exports and imports figures in a direct way, the monetary
approach explains the balance of payments in terms of
differences between the supply of and demand for money.
To use both of these two approaches in this study is to
serve the purpose of control and to ensure that the
intrinsic value of the local currency so determined will
not be too far off the track.
9Hodrick, Robert J, "An Empirical Analysis of the Monetary
Approach to the Determination of the Exchange Rate". Frenkel, Jacob A.
and Johnson, Harry G. The Economics of Exchange Rates: Selected Studies.
Addison-Wesley Publishing Company, 1978, p.97.
10Isard, Peter. Exchange Rate Determination: A Survey of Popular
Views and Recent Models. New Jersey: Princeton UniversityPress, lam,
PP•-.
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1. Monetary Approach
A monetary model developed by Robert Hodrick,11 which
represents a.money-demand function derived from the
purchasing power parity relationship between prices and
the exchange rate, will be tested for multiple regression
using the U.S. and Hong Kong data. The equation is:
(1)
where: e is the HK$/US$ exchange rate in natural logarithm.
M is the money supply in natural logarithm.
i is the interest rate.
Y is the real per capita permanent income in natural logarithm.
u is the error term.
denotes the foreign country variable.
a, b,, b1,, c, c,,, d1 and d,, are regression coefficients.
The above equation is derived-from the following two
equations:
(2)
which represents the purchasing power parity equation where
the natural logarithm of the exchange rate is related to the
difference between the natural logarithms of the domestic
and foreign price levels.
The price index which is considered best in estimating
purchasing power parity would be the one most accurately
representing the implicit price index which deflates the
nominal money supply in the aggregate demand function for
real balances. However, price indices that•are available
11Hodrick, op. cit.
e = P - P
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may not be the same indices that are used to deflate the
aggregate nominal balances to get.real balances. Neverthe-
less, consumer price indices for Hong Kong and the U.S.
will be used to perform a regression analysis on the
exchange rate,- as mentioned on page 11. Moreover, purchasing
power parity does not hold closely over short periods. Thus,
the PPP is not used here to estimate the intrinsic value of
the Hong Kong dollar.
The equation
(3)
represents a standard long-term money-demand function which
relates the natural logarithm of per capita real balances
demanded (Md -P) to the natural logarithm of one plus the
interest rate on an alternative asset and to real per capita
permanent income Y.
..If the money supply is assumed to be exogenously
determined and money demand equals money supply, equation
(3) can be solved for the natural logarithm of the price
level in each country. -If it is then substituted into the
PPP equation (2), the monetary approach equation (1) can
be obtained, which is re-written in the following form:
For the purpose of the multiple regression, a total of
30 observations are used, that is, by using quarterly data
from the first quarter of 1975 to the second quarter of
1982. Exchange rates are end-of-quarter rates as listed
in Hong Kong Monthly Digest of Statistics.
The money supply variable utilises definition M2, as
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M1 is by.no means a better predictor of GDP than broader
measures of money.12 Definition M3 for Hong Kong is not
available until 1979. As mentioned above, interest rates
used for Hong Kong and the U.S. are the 3-month deposit
rates and the 3-month Treasury bill rates respectively.
The real per capita gross domestic product is used as a
proxy for the real per capita permanent income.
2. Balance of Payments Approach
The balance of payments model, which is adapted from
one of the equations of the ERC Econometric Forecasting
Model of the Hong Kong Economy,13 is as follows:
e= a+ b TBHKUS+ c (P+G)+ d TUS+ u2
where: e is the HK$/US$ exchange-rate.
TBHKUS is the merchandise trade balance between H.K. and the U.S.
P is the total private consumption expenditure in H.K.
G is the government consumption expenditure in H.K.
TUS is the visible trade balance of the U.S.
u2 is the error term.
a, b, c and d are regression coefficients.
The variable TBHKUS represents net exports to U.S.A.
which is Hong Kong's biggest export market. This variable
is used as a. proxy for trade balance, which represents
demand behavior of Hong Kong dollar in foreign exchange
12Asian Monetary Monitor, Hong Kong: Asian Monetary Monitor Ltd.,
Vol.6, No.6, November-December 1982, p.9.
i.j The ERC Econometric Forecasting Model of the Hong Kong Economy
(May 1983 Version) is developed by T.B. Lin and W.L. Chou of the
Department of Economics, The Chinese University of Hong Kong.
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market. Total private and government consumption
expenditure represents the demand for foreign currencies
or the supply of.Hong Kong dollars. Visible trade balance
of the U.S. is added to catch the fluctuations in foreign
exchange markets that have speculative effects on the
exchange rate.
Linear Regression Analysis
By entering data from 1975 to the middle of 1982 into
each of the above two equations, multiple regression and
correlation analysis is performed to determine the fitness
of the models.
Revision to the Model
Due to the interdependent nature of the predictor
variables, it is possible that multicollinearity among the
variables exists in each of the two models. If one or more
of the variables show a significance level of more than
15 percent, a correlation matrix will be established to
assess the relationships among the variables.
As a step further, the stepwise linear regression
technique14 will be employed to find the highest coefficient
of determination for the dependent variable by allowing the
independent variables to enter or to exit the regression
function in a stepwise manner, using the criterion of 15
percent significance level. If this technique is used,
the resultant model will supersede the original model in
predicting the intrinsic value of the Hong Kong dollar in
14 The stepwise regression procedure is the one run on SAS
(Statistical Analysis System), which is a computer system for data
analysis developed by SAS Institute Inc., North Carolina.
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the ensuing sections of this report since insignificant
variables will have already been eliminated from the modi-
fied model.
Intrinsic Value of the Local Currency
Data of 1983 are then fed into the two equations (or
its modified versions, as the case may be) to determine the
estimated intrinsic value of the Hong Kong dollar versus the
U.S. dollar, if there is no linking of the two.
Future Intrinsic Value of
the Hong Kong Dollar
In the third part, forecasts of the relevant variables
for the next two years are obtained either from published
projections or by deduction. These data are input into the
two equations (or its modified versions, as the case may be,
to come up with forecasts of the future strength of the
local dollar, assuming it is allowed to float.
Prospects of the Exchange Rate
under the Linked System
At the end of 1983, the Hong Kong dollar was still linked
to the U.S. dollar at the rate of 7.8. In the fourth part,
the discussion will encompass the following questions:
1. If the intrinsic value of the Hong Kong dollar is higher
(or lower, as the case may be) than 7.8, how successful
would the linked rate system be?
2. What are the impacts on the economy under this system?
3. Is there any possibility that the Government would
adjust upward or downward the fixed rate, or abolish the
linked system altogether?
20
Basic Assumptions
The analysis and forecast of the movement of the Hong
Kong dollar are based on the following assumptions:
Assumptions relating to
the World and the U.S.
1) World oil prices remain rather stable, at least will not
spiral like that happened in 1979.
2) no major fluctuations or crisis will appear in inter-
national and U.S. political scenes that may otherwise
endanger the present stability.
3) Protectionist measures similar to the existing ones will
continue to be adopted by most advanced countries.
4) The successful candidate in the U.S. presidential
election 1984 will follow similar economic policies of
the Reagan Administration.
Assumptions relating to Hong Kong..
1) The Hong Kong Government will continue its free enter-
prises, positive non-interventionist policy.
2) Hong Kong will continue to play the role of one of the
world's leading financial centres. Infrastructure
will remain unchanged.
3) Sino-British talks will have some progress in 1984, and
an acceptable solution will eventually be worked out.
4) Sino-British relationship is well maintained. The
close and friendly relationship between Hong Kong and.,
China will continue.
21
CHAPTER III
FINDINGS AND ANALYSIS
The Exchange Rate
The value of the Hong Kong dollar to the U.S. unit
had been rather stable from 1975 to 1980. Its strength
peaked during the earlier months of 1977 and 1978 when the
exchange rate was around 4.63.
Starting from the third quarter of 1980, the HK$/US$
exchange rate had been on the down-trend. The rate dropped
from 5.01 as at the end of September 1980 to 6.16 one year
later. Despite a rebound to 5.69 toward the end of 1981,
the value of the domestic currency'since then continued to
slip to 6.52 to close the year 1982. The movement-of the
HK$/US$ exchange rate is shown in Figure 1.
4.5
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Figure 1. The Movement of HK$/US$ Exchange Rate, 1975-1982.
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The movements of the major variables affecting the
exchange rate are reviewed in the following sections.
Individual Variables
Interest Rate
From 1975 to 1982, the basic pattern of the 3-month
deposit rate of Hong Kong is quite similar to that of the
3-month Treasury bill rate of the U.S., as shown in Figure 2.
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Figure 2. 'Free-Month Interest Rates of Hong Kong and the U.S.
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Whilst 1975 to 1978 are years of lower interest rates, 1981
and 1982 saw average interest rates higher than the previous
years. However, for most of the time under study, 3--month
interest rate of the U.S. is higher than that of Hong Kong.
Price Level
As can be seen in Figure 3, the price level in Hong Kong,
Percentage Rate of Growth over Same Period of Preceding Year:
Hong Kong- Consumer Price Index (B).
U.S.- Consumer Price Index for Wage Earners and
Clerical Workers.
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Figure 3. Percentage Growth of Consumer Prices of
Hong Kong and the U.S.
which is represented by the Consumer Price Index (B),
accelerated from the middle of 1978 to 1981. Hong Kong' had
experienced annual double-digit inflation rate from 1979
through 1982, whereas the inflation rate in the U.S. quickly
slowed down after it peaked at around 14 to 15 percent in
Pecent
p.a.
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the middle of 1980. In Hong Kong, the high inflation rate-
above 13 percent per annum- during the period from mid-1979
to the end of 1981 reflects the local economic growth which
in the main was led by the property boom.
To see the relationship between price levels in Hong
Kong and the U.S., regression analysis is performed on the
natural logarithms of the price levels, using the purchasing
power parity equation.
The regression equationl obtained is (See Appendix 1
for details):
where PHK is the price level in Hong Kong, represented by the
Consumer Price Index (B), in natural logarithm.
PUS is the price level in the U.S., represented by the
Consumer Price Index for Wage Earners and Clerical Workers,
in natural logarithm.
It can be inferred that price levels contribute sign-
ificantly to the strength of the exchange rate, at 1 percent
level of significance. The positive sign of the PHK coef-
ficient shows that an increase in price level in Hong Kong
tends to push up the exchange rate, that is, depreciating
the H.K. dollar. On the other hand, a rise in U.S. price
1In this chapter, the following symbols are used for regression
equations:
R2 is the coefficient of determination.
F is the F-statistic.
S.E.R. is the standard error of the regression.
The numbers in brackets beneath the coefficients are t-statistics.
Unless otherwise specified, "the exchange rate" means the exchange
rate in terms of H.K. dollars per unit of U.S. currency, which is
denoted by "e".
e signifies the explained part of the endogenous variable, e.
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level has the opposite effect, although to a lesser extent
Balance of Payments
Despite seasonal fluctuation, merchandise trade deficit
of Hong Kong over the years from 1975 to 1982 has been
growing considerably, as shown in Figure 4. This is believed
HK$Bn
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Figure 4. Hong Kong Merchandise Trade Balance.
to have a dampening effect on the exchange rate, since less
exports or more imports tend to reduce the demand of the
local currency and increase the demand for foreign currency.
Although domestic exports to the U.S. during the period
have been increasing and the trade balance with the U.S. is
favourable (Figure 5), imports from countries like China and
Japan have been rising at a faster pace, thus widening the
trade gap over the years.
Gross Domestic Product
As shown in Figure 6, the real GDP growth of Hong Kong
over the period under study has been higher than the U.S.
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Figure 6. Real GDP Growth Rates of Hong Kong and the U.S.
27
This may explain for the rising-trade deficit of Hong Kong
as mentioned above, as higher income tends to increase
imports. On the-other hand, the growth rate of the U.S.
national income is less impressive and has been slowing down
since 1976. This helps to account for the relative firmness
of the U.S. currency during 1981 and 1982 when its real income
rose by less than 2 percent.
Money Supply
Money supply definitions M1, M2 and M32 of Hong Kong and
the U.S. are shown in Figures 7, 8 and 9, respectively. The
graphs for Hong Kong clearly depict the boom and bust cycle
in money and credit. During 1979 to 1981, Hong Kong exper-
ienced excess credit expansion which mainly sparked off the
boom in the property market and the stock exchanges. But the
latter part of 1981 witnessed a sharp contraction in the
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Figure 7. Ml Growth Rates of Hong Kong and the U.S.
2M3 data of Hong Kong are not avalilable until the end of 1979
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Figure 9. M3 Growth Rates of Hong Kong and the U.S.
Pecent
Pecent
29
growth rate of money and credit, leading to a fall in pro-
perty values and in stock prices. However, money aggregates
headed for an upturn in the beginning 1982, largely due to the
removal of the 15 percent withholding tax on interest on
foreign currency deposits in Hong Kong and the reduction of
withholding tax on interest on HK$ deposits from 15 percent
to 10 percent.
On the other hand, the U.S. monetary growth has been
much more stable. This is the consequence of having monetary
control in the U.S. as compared with a lack of monetary
policies and control in Hong Kong.
Monetary Model
The model developed by Robert Hodrick is as follows:
where e is the HK$/US$ exchange rate, in natural logarithm.
MHK is-the money supply M2 of H.K., in billions of H.K.
dollars, in natural logarithm.
MUS is the money supply M2 of U.S.,in billions of U.S
dollars, in natural logarithm.
IHK is the 3-Month deposit interest rate of H.K.
IUS is the 3-Month U.S. Treasury bills market rate.
YHK is the real per capita gross domestic product of H.K.
(average), at 1980 H.K. dollar, in natural logarithm.
YUS is the real per capita gross domestic product of U.S.,
in 1972 U.S. dollar in natural logarithm.
u1 is the error term.
a, b1, b2, c1, c2, d1 and d2 are regression coetticients.
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The results are as follows:
e= 8.207- 0.017 MHK+ 0.475 MUS+ 0.074 ln(1+IHK)
+ 0.026 ln(1+IUS)- 0.019 YHK- 1.359 YUS
t: (4.76) (0.13) (1.17) (2.67) (0.50) (0.08) (2.72)
R2= 0.850 F(6,23)= 21.76 D.W.= 1.460 S.E.R.= 0.033
Detailed regression results are listed in Appendix 2.
The above figures suggest that the fitness of the model
is quite good. However, as regards individual variables,
only the estimated coefficients of IHK and YUS are statist-
ically different from zero at 5 percent level of significance.
Moreover, the coefficients of MHK, MUS, IHK and YHK do not
have the anticipated sign.
Nevertheless, the coefficients of the income term show
a much stronger influence of the U.S. income and a much weaker
influence of the Hong Kong income than expected. This can
be explained by the hypothesis that an increase in U.S. real
income tends to raise the demand for Hong Kong exports,
thereby increasing the demand for Hong Kong dollar at each
exchange rate.
The insignificance of the variables MHK, MUS, IUS and
YHK at 5 percent level may be due to the existence of multi-
collinearity among the variables. To substantiate this, a
correlation matrix of the variables is established. The
following table shows the correlation coefficients between
a pair of variables.
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e MHK MUS (1+IHK) (1±IUS) YHK YUS
e 1.000 0.702 0.620 0.830 0.705 0.554 0.331
MHK 0.702 1.000 0.980 0.778 0.828 0.945 0.817
MUS 0.620 0.980 1.000 0.745 0.835 0.980 0.903
(1+IHK) 0.830 0.778 0.745 1.000 0.900 0.728 0.598
(1+IUS) 0.705 0.828 0.835 0.900 1.000 0.821 0.765
YHK 0.554 0.945 0.980 0.728 0.821 1.000 0.935
YUS 0.331 0.817 0.903 0.598 0.765 0.935 1.000
Note: 1. The number of observations is 30, comprising of quarterly
data from 1975 to mid-1982.
2. All statistics are.different from zero at 5 percent level
of significance except YUS/e which is significant at 8
percent level.
It is evident that e has the highest correlation with
(1+IHK) and the least correlation with YUS, contributing
to the significance of these two variables. Over 0.9
correlation are found between MHK and MUS, (1+IHK) and
(1+IUS), YHK and YUS, YHK and MHK, and YHK and MUS.
The Modified Monetary Model
In an attempt to eliminate the insignificant variables,
the stepwise linear regression procedure is adopted to
generate the following revised regression equation:
e= 7.835+ 0.416 MUS+ 0.084 ln(1+IHK)- 1.277 YUS
(6.16) (4.47) (5.62) (5.22)
R2= 0.848 F(3,26)= 48.44 D.W.= 1.513 S.E.R.= 0.032
Detailed results of the regression are contained in
Appendix 3. All the three independent variables are stat-
istically different from zero at 1 percent level of
32
significance. This equation will be employed to find the
intrinsic value of the Hong Kong dollar in later chapters
of this report.
Balance of Payments Model
The model used for regression analysis is as follows:
where e is the HK$/US$ exchange rate.
TBHKUS is the merchandise trade balance between H.K. and
U.S., in billions of H.K. dollars.
P is the total private consumption expenditure in
H.K., in billions of H.K. dollars.
G is the government consumption expenditure in H.K.,
in billions of H.K. dollars.
TUS is the merchandise trade balance of U.S., in billions
of U.S. dollars.
u2 is the error term.
a, b, c and d are regression coefficients.
The results are:
(54.13) (3.86) (5.72) (4.92)
R2= 0.833 F(3,26)= 43.35 D.W.= 1.402 S.E.R.= 0.175
Detailed regression results are listed in Appendix 4.
The results suggest that the fitness of the model is
fairly satisfactory, though is marginally inferior to the
monetary model above-montioned. In addition, all estimated
coefficients are statistically different from zero at 5 percent
level of significance. Therefore, the stepwise regression
procedure employed in the monetary model is deemed not nece-
ssary in this model.
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Nevertheless, the coefficient of TBHKUS is positive,
whilst a negative sign is expected. This may be explained
by the fact that.not only the trade balance between Hong
Kong and U.S. contributes to the movement of the exchange
rate, but trade balances with other countries also have
influence on the rate.
In view of the comparable degree of correlation with
the exchange rate, both the modified monetary model and the
balance of payments model will be used to project the
intrinsic value of the Hong Kong dollar versus the U.S.
dollar, assuming there is no linking of the two at the official
rate of 7.8.
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CHAPTER IV
THE HONG KONG DOLLAR IN 1983
The year 1983 saw an unprecedented fluctuation in the
value of the Hong Kong dollar. The effective trade-weighted
exchange rate index for the Hong Kong dollar (calculated
with trade weights 1981) declined from 79.5 as at the end
of 1.982 to 65.3 as at the end of September 1983, and then
due to government intervention, rose slightly to 68.3 to
close the year. This was in the main triggered by the
depreciation of the Hong Kong dollar against the U.S. dollar.
The HK$/US$ exchange rate plunged from 6.515 as at
year-end 1982 to 9.55 on September 24, 1983. Then came the
Government's stabilisation policy which was announced on
October 15, 1983. Shortly afterwards, the exchange rate
became steady and oscillated close to the official rate of
HK$7.8 to US$1.
Before going on to assess the value of the Hong Kong
dollar, it is necessary to briefly review the economic
scenes of Hong Kong and the U.S.
The Hong Kong Economy in 19831
The preliminary estimate of expenditure on the gross
domestic product for 1983 indicates an increase of 5.9
percent in real terms over that for 1982. This represents
1Data in this section are extracted from: 1983 Economic Back-
ground, Hong Kong: Government Printer, February 1984.
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a significant recovery compared with the real growth rate
in 1982 of 1.1 percent, which is largely attributed to the
remarkable gain in our exports in the latter half of the year.
Trade Performance
Total exports (including re-exports) for full year 1983
amounted to HK$160,699 million, up 26 percent on 1982.
Imports, valued at HK$175,442 million for 1983, were up 23
percent against 1982. As a result, visible trade balance
for 1983 was a deficit of HK$14,743 million, compared with
HK$15,508 million recorded for 1982. This indicates that
the trade deficit narrowed to 8.4 percent, from 10.9 percent
in 1982.
The U.S. market remained the single largest foreign
buyer of our domestic exports. In 1983, domestic exports to
U.S.A. climbed up to HK$43,802 million, representing 42
percent of total domestic exports, and 40 percent higher
than full year 1982.
Monetary Sector
During the first nine months of the year, foreign
currency M3 went up by 47.5 percent to HK$150,922 million
as at the end of September 1983. On the other hand, HK$ M3
contracted 0.5 percent during the same period, to HK$148,528
million. Similarly, during this period, foreign currency
M2 rose by 47.5 percent,.and HK$ M2 also grew by 4.9 percent.
The contraction in HK$ M3 appeared to be due to adverse
sentiment regarding the exchange rate, as well as to the
differential tax treatment of interest on Hong Kong dollar
and foreign currency deposits.
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In the fourth quarter, a portion of foreign currency
deposits were shifted back to Hong Kong dollar. deposits as
a consequence of the measures adopted to stabilise the
exchange rate. As a result, HK$ M1, M2 and M3 grew by
8.4 percent, 14.8 percent and 12.6 percent respectively
during 1983. Total (all currencies) M1, M2 and M3 for 1983
increased by 12.4 percent, 24.7 percent and 23.7 percent
respectively, due to the rapid growth in foreign currency
deposits.
Interest Rates
There were frequent adjustments in interest rates on
deposits with banks in Hong Kong during 1983, mainly in
response to exchange market conditions. Interest rates
offered by banks were stable during the first quarter, but
were raised twice in the second quarter due to the weakness
of the Hong Kong dollar.
As the local dollar came under severe pressure in
September, interest rates were raised on two occasions in
September. The prime rate and the three-month deposit rate
were 16 percent and 12 percent respectively at the end of
September. After adopting the exchange rate stabilisation
measures, interest rates were settled downwards. At the end
of 1983, the prime rate and the three-month deposit rate
were 131-2 percent and 9 percent respectively.
Price Level
Due to the adverse effect of the depreciation of the
Hong Kong dollar on import prices gradually spreaded to the
retail level, the rate of increase in consumer prices
accelerated in the fourth quarter.
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For the year 1983, Consumer Price Index (A) rose by
10.0 percent over the previous year. Consumer Price Index
(B) was on average 9.6 percent higher in 1983 than 1982.
The U.S. Economy in 19832
The recovery of the U.S. economy got off to a slow
start in the first quarter of 1983, with real GNP increasing
at an annual rate of 0.3 percent. The pace of growth in
output increased sharply in the second to fourth quarters.
For the whole year, real GNP grew by 3.3 percent over 1982.
Trade Deficit
Total merchandise exports continued its down-trend in
1983, down 5.3 percent as compared with 1982. On the other
hand, merchandise imports rose 5.2 percent during the year.
The decline in exports and increase in imports are to a large
extent due to the rising value of the U.S. dollar. Pre-
liminary figures show that visible trade balance of the
U.S.A. in 1983 is US$60.0 billion, 66.5 percent higher than
the previous year.
Monetary Growth
All three monetary aggregates, that is, M1, M2 and M3,
followed a similar pattern: growing rapidly in the first
quarter and slowing gradually as the year progressed. The
rapid growth of the aggregates early in the year was due to
the lagged effects of declining interest rates, the intro-
duction of new deposit accounts and lower inflation rates.
At the end of 1983, M1 stood at US$521 billion, which
2Data source in this section is: Council of Economic Advisers.
Economic Indicators. U.S. Government Printing Office, Washington D.C.,
January 1984.
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is 9.0 percent more than a year ago. M2, at US$2,185.
billion, is 11.5 percent higher than the end of 1982.
Valued at US$2,603 billion, M3 grew by 9.5 percent compared
with 1982.
Interest Rates
1983 was a year of relatively low and stable nominal
interest rates. Although low compared with the past three
years, interest rates were still high by historical standards.
Real interest rates remained at high levels due to the large
federal budget deficit and relatively high inflation expect-
ations.
Three-month Treasury bill rate fluctuated in a range
of 1.6 percentage points, between 7.81 percent to 9.39
percent. Prime rate charged by banks were rather steady at
10.5 percent for most of the time in the first half of 1983
and increased to 11.0 percent in the latter half of the year.
Price Level
As measured by the consumer price index, price level
increased by an average of 3.2 percent in 1983. This
compares with a growth rate of 6.1 percent in 1982 and an
increase of 10.4 percent in 1981 against the previous year.
The low inflation rate can be traced to a strong U.S. dollar,
which leads to lower import prices and in turn helps hold
down prices of import-competing U.S. goods.
Exchange Rate Movements
and the New System
The value of the Hong Kong dollar-was under downward
pressure during the second and third quarters of 1983. A
lack of confidence over the future of Hong Kong, a very
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strong U.S. dollar and speculative activities contributed
to the volatility of the foreign-exchange market.
At the end of June 1983, the exchange rate against the
U.S. dollar dropped to HK$7.20 to the U.S. dollar. On
September 24, 1983, the exchange rate fell to HK$9.60 to
US$1. Shortly after the introduction of stabilisation policy
effective from October 17, 1983, the Hong Kong dollar stabil-
ised at around US$1 to HK$7.80, where it stayed for the rest
of the year. At the end of the year, the Hong Kong dollar was
being traded at HK$7.79: US$1.
Nevertheless, this represents a depreciation of 16.3
percent when compared with the rate of HK$6.52 to US$1 at
the end of 1982. The trade-weighted index closed the year
at 68.3, representing a depreciation of 14.1 percent.
Principles underlying)
the Linked Sys ten
There are two basic principles underlying the link
between the values of the Hong Kong dollar and the U.S.
dollar.4
The first fundamental principle is that the Hong Kong
monetary authorities, through the Hongkong & Shanghai
Banking Corporation and the Chartered Bank, are willing to
supply or issue an infinite quantity of Hong Kong dollar
banknotes at a fixed rate of HK$7.8 to US$1, and are also
3It is widely believed that the new currency system adopted
by the Government is largely based on a proposal by John Greenwood, an
economist with G T Management (Asia) Ltd.
4Greenwood, John. "Basic Principles Underlying the Hong Kong Dollar
Stabilisation Scheme". The Hongkong Manager. Hong Kong, December 1983, p.6.
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willing to withdraw or redeem all of the issued banknotes
at the same rate. In other words, the supply curve for Hong
Kong dollar banknotes is horizontal at that fixed rate.
The second fundamental principle is the unrestricted
two-way convertibility of HK$ deposits into HK$ currency
and HK$ currency into HK$ deposits. The interchangeability
of these two types of money is important in maintaining the
official rate of 7.8, since as long as cash can be freely
converted into deposits, or vice versa, to obtain a more
favourable HK$/US$ exchange rate, it is impossible for the
telegraphic transfer rate for deposit funds for U.S. dollars
to deviate very far from the rate for cash currency.
If market rates move away from the fixed rate, the
forces of arbitrage will encourage customers who cannot buy
at the fixed rate to withdraw funds in banknotes and take
it to another bank. Since banks can redeem those notes with
the note-issuing banks at the fixed rate on the same day,
the arbitrage process will always keep the market rate close
to the fixed rate. 5
The Linked Exchange Rate
No explanation by the Hong Kong Government has been
given as to the rationale of choosing the value of 7.8 as
the official HK$/US$ exchange rate. However, the U.S. dollar
was chosen because it is more readily understood than a
basket concept,6 and is recognised as the predominant
5The Hongkong & Shanghai Banking Corporation. Hong Kong Economic
Report, Hong Kong, November 1983.
6Bowring, Philip. "Pegged to the Future". Far Eastern Economic
Review, October 27, 1983, p.56.
41
currency in trading and investment transactions.
The rate 7.8 is generally believed to be understating
the Hong Kong dollar, because, firstly, at the end of 1982
when the Hong Kong dollar was still floating, the exchange
rate was HK$6.515 to US$1 secondly, among world currencies
the Hong Kong dollar has probably one of the highest reserve
backings in terms of liquid foreign currency assets and
thirdly, the Hong Kong Government is virtually debt free.
It therefore appears that the rate chosen fully discounts
any reasonable assessment of the clouds overhanging Hong
Kong's future and should there be a breakthrough in the
negotiations, there is every prospect of a hefty upward
revaluation of the Hong Kong dollar.7
But how much has the Hong Kong dollar been undervalued,
if this is indeed the case?
Intrinsic Value of the
Hong Kong Dollar
To evaluate the intrinsic equilibrium exchange rate
of HK$/US$ if there is no linking between the two currencies,
the regression equations obtained in the modified monetary
model and the balance of payments model are utilised.
Using the modified monetary model equation described
above and applying the values of the parameters for the fourth
quarter of 1983 to the equation, it is found that the
intrinsic value of the exchange rate as at year-end of 1983,
if the Hong Kong dollar is still floating and based on the
trend during the floating period of 1975 to the middle of
7Hong Kong Economic Report, op. cit.
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1982, is estimated at:
5.7472 ± 0.0658 = 5.68 to 5.81
at 95 percent confidence level.
Using the balance of payments model equation, it is
calculated that the intrinsic value of the exchange rate
at the end of 1983, is estimated at:
6.002 ± 0.3598 = 5.64 to 6.36
at 95 percent confidence level.8
The above computation indicates that the intrinsic
equilibrium value of the exchange rate by the end of 1983
ranges from HK$5.68 to HK$6.36 per U.S. dollar, with a mean
of around HK$5.87 to US$1. This is significantly different
from the pegged rate of 7.8.
This finding, however, should not come with surprise.
It is recalled that at the end of June 1982, the then
floating exchange rate was HK$5.91 to US$1. It was shortly
afterwards when the political uncertainty and speculation
dominated the market that the Hong Kong dollar began its
downward droop. Moreover, judging from Hong Kong's exports
performance in 1983, the resultant narrower trade deficit,
and local interest rates higher than or at par with the U.S.
rates, the above estimated rate of HK$5.87 to US$1 seems
justifiable.
8The prediction interval provided by the balance of payments
model is much wider than that by the monetary model due to the former
having a higher standard error of regression.
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CHAPTER V
PROSPECTS OF THE HONG KONG DOLLAR
Assuming that the Hong Kong dollar continues to float
in the next two years, its equilibrium exchange rate against
the U.S. dollar can be projected using the above equations,
given the forecast parameters. In the ensuing paragraphs,
economic forecasts are focused on the required variables as
input to the exchange rate projection.
Economic Forecasts for Hong Kong
There have been numerous forecasts by institutions
and-individuals regarding the economic prospects of Hong
Kong in 1984. However, two major sources are used here to
predict the parameters, due to their comprehensiveness and
quantitative suitability. The first source is the pre-
diction by the Hong Kong Government, which provides forecasts
for the year 1984.1 The second source is from the ERC
Econometric Forecasting Model by T.B. Lin and W.L. Chou
of the Chinese University of Hong Kong, which predicts for
a time span of two years.2
1Sources of forecasts by the Government are: 1984 Economic Prospects,
Hong Kong: Government Printer, 1984; and the Financial Secretary's
budget speech published in the South China Morning Post, Hong Kong,
March 1, 1984, pp.10-12.
2Economic forecasts of the Hong Kong economy by the ERC model were
published in Ming Pao, Hong Kong, December 30, 1983, p.17, and December 31,
1983, p.13 (In Chinese).
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Gross Domestic Product
For 1984, the Government's forecast for the real growth
rate of private consumption expenditure is 7 percent, and
that of government consumption expenditure is 5 percent.
Total expenditure on the GDP is expected to rise by 6.3
percent, and the growth rate of per capita GDP is estimated
at 5.1 percent.
The ERC model predicts that the rise in GDP for 1984
would be 5.7 percent and the same percentage is expected
for 1985.
Trade performance
Total exports in real terms are forecast by the Govern-
ment to go up by 12 percent in 1984, and total imports up
by 11 percent. Domestic exports to the U.S. are forecast
to.rise by 11 percent.
The ERC model is more-conservative by predicting growth
rates for total exports and imports of 8.2 percent and 6.6
percent for 1984, respectively. It anticipates that the
corresponding increases for 1985 are 7.8 percent and 6.7
percent.
Money Supply
No forecast has been made by the Hong Kong Government
on the monetary aggregates.
The ERC model, however, forecasts that M1 would grow
by 13 percent in 1984 and by 12.7 percent in 1985. The
broader-defined M2 is expected to rise by 15.5 percent and
14 percent over the next two years respectively.
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Interest Rates
Neither the.Government nor the ERC model provides
forecast for interest rates. However, Hong Kong started
the year 1984 with a series of interest rate reductions,
due primarily to excessive funds in financial institutions
and relatively less demand for loans. Three-month deposit
rate was adjusted downward for four times from 9 percent at
the beginning of 1984, to 4.5 percent as at March 12, 1984.
Similarly, prime rate was down from 13.5 percent to 8.5
percent over the same period.
As lower interest rates would induce higher demand for
funds and a net flow of funds out of Hong Kong would occur
due to interest rate arbitrage, interest rates in Hong Kong
is anticipated to be heading for an up-trend for the rest
of the year. It is estimated by the writer that the 3-month
rate would be around 7 percent as at the end of 1984 and 1985.
Price Level
The official prediction of the inflation rate is from
10 percent in the early part of 1984 down to 7 percent near
the end of the year. On average, the growth rate is 9
percent.
Inflation rate is forecast by the ERC model to be 10
percent for each of the next two years.
Economic Forecasts for the U.S.
This report mainly uses the predictions contained in
the U.S. budget and the annual report of the Council of
Economic Advisers in relation to the real sector and the
targets set by the Federal Reserve Board in respect of the
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U.S. monetary growth.3 Nevertheless, other sources are also
used, and some estimations have to be made wherever required
data are not available.
Gross National Product
The U.S. budget forecasts that GNP for 1984 and 1985
are US$1,616 billion and US$1,682 billion at constant 1972
dollars, respectively. This represents a fourth quarter
over fourth quarter real growth rate of 4.5 percent for 1984
and 4.0 percent for 1985.
Trade Deficit
The annual report of the Council of Economic Advisers
forecasts a trade deficit of about US$110 billion for 1984.
The expanded deficit is attributed to the appreciation of
the U.S. dollar, the substantial loss in net exports to
debt-troubled countries, and the more rapid economic growth
in the United States.
Economists generally feel that there would be a continued
decline in real trade deficit. For the purpose of this
report, it is estimated by the writer that the deficit widens
a further 15 percent in 1985.
Monetary Growth
The monetary growth targets set by the Federal Reserve
Board's Federal Open Market Committee (FOMC) for the period
covering the fourth quarter of 1983 to the fourth quarter
of 1984 are 4 percent to 8 percent for IM11; 6 percent to
3Unless otherwise stated, the source or data in tnis section is:
International Monetary Fund. IMF Survey, Washington D.C., Vol. 13,
No. 4, February 20, 1984.
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9 percent for both M2 and M3.
No forecast for 1985 is made by FOMC. However, to
ensure its policy objective of noninflationary long-term
economic growth is met, there will be severe pressures on
the Fed to tighten as recovery proceeds in 1984 and 1985.4
It is therefore estimated here that the growth rate for 1985
is the same as 1984, that is, around 6 percent for M1,
72 percent for both M2 and M3.
Interest Rates
According to the Research Seminar in Quantitative
Economics of the Department of Economics at the University
of Michigan, the 3-month Treasury bill-rates are projected
at 8.57 percent and 9.26 percent for the fourth quarters of
1984 and 1985 respectively. This compares with the actual
9.14 percent for the third quarter of 1983.5
Price Level
The U.S. Office of Management and Budget projects that
the growth rates of price level as measured by the consumer
price index for urban wage earners and-clerical workers are
4.4 percent for 1984 and 4.6 percent for 1985.
'Economic Outlook USA, Survey Research Center, the University of
Michigan, Vol. 11, No. 1, Winter 1984, p.11.
5Ibid, p.9.
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Projected Intrinsic Value
of the Hong Kong Dollar
Based on the above economic forecasts, the two models
project the following exchange rates as at the end of 1984
and 1985:
1984 1985
HK$ to US$1
At 95 Conf id- At 95/ Canf id-
ewe level Mean level Mean
Modified Monetary Model:
N.A.Nbt Available5.60 to 5.74 5.67Usirg H.K. t Data
5.615.55 to 5.6E5.60 to 5.74 5.67ibirg ERG Data
Balance of Payments Model:
N.A.I bt AvailableUsirg H.K.Govemment Data 5.56 to 6.28- 5.92
6.265.90 to 6.625.65 to 6.37 6.01Using ERG Data
Combining the above two models, the projection shows
that towards the end of 1984, the intrinsic value of the
Hong Kong dollar is likely to be in the region of HK$5.56
to HK$6.37 per US$1. The mean exchange rate would be around
HK$5.82 to US$1.
By the end of 1985, the exchange rate is predicted to
range from HK$5.55 to HK$6.62, with a mean of HK$5.94 to one
U.S. dollar.
Implications under the Linked System
The above computation points to the conclusion that in
the next two years, it is most likely that the implicit value
of the Hong Kong dollar would remain higher than the official
rate. There seems to be some grounds for speculation in
early 1,984 for the linked rate of 7.8 to be revised upwards.
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This has, however, been denied by the Hong Kong Government,
adding that the present rate would continue for a quite a
long time.6
The Automatic Adjustment Mechanism
Under the linked exchange rate regime, interest rates
will play an important role in the adjustment mechanism, the
operation is explained below.
To start with, assuming there is a balance of payments
deficit in the Hong Kong economy. This means that the demand
for foreign money is increasing. When market exchange rate
deviates from the pegged rate and the banks feel beneficial
to sell Hong Kong dollars to the Exchange Fund, the banks
will sell H.K. currency (or Certificates of Indebtedness)
back to Exchange Fund in exchange for U.S. dollars. In this
case, there will be a reduction in the total monetary base,
thereby forcing the banks to cut down their lending activi-
ties.
Given the demand for credit, the tightening of bank
credit will cause upward pressure on the interest rates.
Higher interest rates will, of course, dampen the demand
for credit. This will have a positive effect on the balance
of.payments by lowering the demand for imports. As the
balance of payments is heading for a surplus, the supply of
foreign currency and the demand for Hong Kong dollars will
go up.
The more supply of foreign currency will push the market
6 South China Mornin st, Hong Kong, November 10, 1983, p.1
(Business News) and March 1, 1984, p.12.
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value of the local dollar slightly higher than the linked
rate of 7.8, to 7.75, say. Arbitrage will cause the banks
to obtain U.S. dollars from the market, rather than from
the Exchange Fund. As the banks' holding of Hong Kong dollars
is not turned in to the Exchange Fund, there will be no
restriction on their lending activities, thus enabling the
banks to expand credit.. They will turn in the U.S. dollars
to the Exchange Fund and increase the monetary base. Monetary
expansion will therefore induce interest rates to decline.
Lower interest rates will tend to increase the demand for
loans, which will lead to a rise in imports. This tends to
cause a balance of payments deficit, which completes the
adjustment cycle.
In summary, the automatic adjustment process is
illustrated below:
Demand for Foreign Gurrency
BOP Deficit
H.K. Dollar weakensSupply of H.K. Dollar
Evorts GDPPrice Interest Rate
Credit DemandImports
Supply of Foreign Gurency
H.K. Dollar strengthensBOP Surplus
Demand for H.K. Dollar
GDPPriceExports Interest Rate
Gredit DemandImports
Figure 10. The Automatic Adjustment Process under the
Linked System
In the above diagram, the adjustment process is.shown
as a sequence of events for ease of illustration, but in
practice they may occur simultaneously.
Banks sell H.K.$ to Ex Fund
Money Supply
Banks obtain US$ from Market
Money Supply
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Money and Deposits
Just-before-the implementation of the new currency
system, the market exchange rate was higher than 7.8 num-
erically. Soon after the stabilisation scheme, the demand
curve for U.S. dollar started to shift to the left and the
supply curve to the right. This is evidenced by the fact
that Hong Kong dollar deposits rocketed by a record $8.6
billion during November 1983 over a month ago while foreign
currency deposits declined by $1.7 billion. Hong Kong dollar
M2 increased by 4.6 percent in November over october 1983,
whereas foreign currency M2 slumped by 2.5 percent.7
At the end of December 1983, HK$ M2 and M3 were 3.6.
percent and 4.0 percent higher than November 1983, respect-
ively. On the other hand, foreign currency M2 and M3 grew
by 2.6 percent and 2.4 percent over the corresponding period.
If the up-trend of Hong Kong dollar deposits continues,
the demand curve for U.S. dollars is likely to shift to the
left, implying that the supply of U.S. currency exceeds.
demand, at the rate of 7.8. It follows that the Exchange
Fund will have to absorb the excessive U.S. currency for
issuing Certificates of Indebtedness to the banks for the
supply of more Hong Kong dollars.
In effect, the expanding Hong Kong dollar deposit base
is expected to pull local interest rates downwards. This is
proved to be the case as the prime rate was reduced from 16
percent in October 1983 to 82 percent as at March 12, 1984.
7South China Morning Post, Hong Kong, January 7, 1984, p.1
(Business News).
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However, the local money supply will in future be a reflection
of the balance of payments as well as the U.S. money supply,
which will affect U.S. prices and interest rates.
Exports and Investment
On the export front, merchandise shipments to the U.S.
as well as the rest of the world are expected to increase
by leaps and bounds, due to the competitive edge brought
about by the linked Hong Kong dollar. This is evidenced by
a 87 percent rise in exports to the U.S.A. in January 1984
compared with the same period in 1983, while total-domestic
exports jumped 68 percent.8 The surge in domestic exports
is expected to continue for. the rest of 1984 and well into
1985, given and only restricted by the existing quota
position.
To foreign investors, investment in real assets in
Hong Kong is now a bargain. Given the political stability
of Hong Kong, direct foreign investment in the assets market
is anticipated to grow this year. In addition, spending
by tourists in Hong Kong will be induced by the relatively
cheaper price to increase.
Interest Rates
Theoretically, interest rates in Hong Kong and the
U.S. can be expected to be very similar, due to interest
arbitrage.9 However, to maintain equilibrium in the bal-
ance of payments, surpluses in the current account will now
be offset partly by a lower interest rate, thereby initiating
8 South China Mornin Post, Hong Kong, March 13,'1984, p.1
(Business News).
9Greenwood, op. cit.
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capital outflow. That is to say, the domestic interest
rate vis-a-vis the U.S. rate has to be adjusted downwards
if the disequilibrium in the balance of payments is to be
corrected.
Although the whole adjustment mechanism works through
price level, income and interest rate, it is expected that
the price level adjustment and income adjustment mechanisms
are rather slow in restoring equilibrium. Therefore, in the
short run the major-adjustment will occur via the interest
rate, which works much quicker. However, over time, price-
level and income adjustments are expected to take place,
and interest rates can then move back toward its original
level.
Undoubtedly, interest rates will be used as the vehicle
to reflect the monetary base more-efficiently, thus enabling
the adjustment process to proceed at a faster pace. In
consequence, interest rates under the linked system will
be volatile. To banks and other financial institutions,
more manpower will have to be devoted to plan for and manage
the volatility of the interest rate. To financial managers
of firms, interest risk will emerge as a key issue when
entering into a new loan agreement or renewing a term loan.
As a result, this may lead to more floating rate loans on
the market and increased use of the secondary market for
certificates of deposits. To households and the man on the
street, volatility of interest rates means frequent adjust-
ment of their savings account interest rates and flat mort-
gage rates, injecting a sense of loss and probably confusion.
To existing and potential investors, ever-changing interest
rates will pose a problem when computing their cost of capital
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Inflation
Shortly after fixing the HK$/US$ rate at 7.8, prices
of most imported commodities have increased. In addition,
due to the export-led recovery, money supply as well as real
output will grow at a faster pace when compared with the
first half of 1983. This in turn will increase inflationary
pressure in Hong Kong, despite the inflation rate in the
U.S. is comparatively low. This is consistent with the
prediction that Hong Kong's annual inflation rate would be
9 to 10 percent over the next two years, whereas that of the
U.S. is expected to be in the region of 4 to 5 percent.
By the doctrine of the purchasing power parity, the
intrinsic value of the Hong Kong dollar will be eroded as
time goes by. There would come a time when the price level
in Hong Kong eventually catches up with that in the U.S.
to restore the purchasing power parity equilibrium at the
rate of 7.8.
Prospects of the Linked System
Due to the Hong Kong Government's determination to
maintain the stability of the local dollar, any change to
the new system at the present stage is not warranted,
especially in the midst of the Sino-British talks over the
future of Hong Kong. The linked system is therefore likely
to continue at least in the next two to three years, al-
though minor modifications may be made to it. After all,
the present system is a modified version of the system that
was functioning in Hong Kong up to July 1972.
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Having worked well for the past six months, the linked
system is expected to continue its smooth operation in the
future. Its success, however, hinges on the political stabi-
lity of Hong Kong and the confidence of the people in the
local dollar. Moreover, the linked system has in general
imparted to the society a stabilising psychological effect
and the undervaluation of the Hong Kong dollar has effectively
deterred individuals and institutions alike to buy U.S. dollars
for speculative purposes.
Whether the Government would revaluate the official
rate of HK$7.8 to US$1 in the near future is largely depend-
ent upon the outcome of the Beijing talks. If the announced
solution is in line with the wish of the majority of Hong
Kong people, then a favourable and stable environment may
induce the Government to consider adjusting the value of the
local dollar upwards.
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CHAPTER VI
CONCLUSION
Most people attribute the continued depreciation of
the Hong Kong dollar from the middle of 1982 to the third
quarter of 1983 to the political uncertainty of Hong Kong's
future. Such view during that period of time is understand-
able given the circumstances surrounding the-Sino-British
talks, the expectation and speculative activities of the
public, and the differential tax treatment between Hong Kong
dollar and foreign currency deposits. With the Beijing talks
on Hong Kong progressing rather smoothly and in view of
China's repeated assurances to preserve the stability and
prosperity of Hong Kong, the role of the political factor
in influencing the exchange rate should retreat to a certain
extent.
In the light of the implicit strength of the Hong Kong
dollar averaging HK$5.82 to HK$5.94 per U.S. dollar over the
next two years, this implies that the political factor tends
to discount the exchange rate by about HK$2, or 34 percent,
which is not commensurate with the present situation.
If the existing link to the U.S. dollar at 7.8 continues,
interest rate adjustments by the banks will be more.frequent,
as the new currency scheme essentially transfers the pressure
on the exchange rate arising from any shifts of funds into or
out of Hong Kong initially on to interest rates. Interest
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rate volatility has far-reaching repercussions on the
economy and the banking industry. Moreover, the surge in
exports and hence income would no doubt fuel inflation,
which in turn reduces the purchasing power of the local
dollar. For those interested, future price level changes
in Hong Kong and the U.S. are noteworthy in order to keep
track of the purchasing power parity position.
It may be unwise to change the current linked system
and the rate of 7.8 at the present stage. However, it seems
logical for the Government to consider revaluating the
Hong Kong dollar as soon as China and Britain come to an
agreement on Hong Kong's future.
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APPENDIX 1
REGRESSION ANALYSIS USING PRICE LEVELS
General Linear Models Procedure:
Dependent Variable: Exchange Rate, e (in Natural Logarithm)
MeanSum ofDegree of
SquareSquaresFreedomSource
0.069820.139642Model
0.001170.0315827Error
0.17122Corrected Total 29
Model F = 59.70
Prob. F = 0.0001
R2 = 0.81556
Std. Deviation= 0.03420
= 1.61680Mean of e
Degree of
Type I SS F Value Prob. FFreedomSource
0.000137.850.04427PHK 1
0.000181.540.095371PUS
Degree of
Type IV SS F Value Prob. FFreedomSourcE
0.000137.850.04427PHK 1
0.000123.660.02767PUS 1
Standard
Error ofT for Ho:
EstimateProb. TParameter=0Parameter Estimate
0.315570.00015.43Intercept 1.71333
0.217690.00016.15PHK 1.33924
-4.86-1.13723 0.233810.0001PUS
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APPENDIX 2
REGRESSION ANALYSIS USING MONETARY MODEL
General Linear Models Procedure:
Dependent Variable: Exchange Rate, e (in Natural Logarithm)
MeanSum ofDegree of
S_ u areSquaresFreedomSource
0.024260.145586Model
0.001110.0256423Error
0.1712229Corrected Total
= 21.76Model F
= 0.0001Prob. F
= 0.85024R2
Std. Deviation= 0.03339
= 1.61680Mean of e
Degree of
Type I SS F Value Prob. FFreedomSource
0.000175.760.084471MHK
0.000218.910.021081MUS
0.000125.440.028361(1+IHK)
0.74860.110.000121(1±IUS)
0.09922.950.003291YID
0.01227.410.008261YUS.
Degree of
Type IV SS F Value Prob. FFreedomSource
0.89730.020.00002MHK 1
0.25351.370.001531MUS
0.01367.150.007971(1+IHK)
0.62510.250.000271(1+IUS)
0.93830.010.000011YHK
0.01227.41.0.008261YUS
Standard
Error ofT for Ho:
EstimateProb. TPararne ter=0Parameter Estimate
1.725320.00014.76Intercept 8.20713
-0.13-0.01748 0.134010.8973MHK
0.405870.25351.17MUS 0.47538
0.027560.01362.670.07369(1±IHK)
0.052330.62510.500.02592(1+IUS)
-0.08
-0.01904 0.243090.9383YHK
-2.72-1.35921 0.499440.0122YUS
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APPENDIX 3
REGRESSION ANALYSIS USING MONETARY MODEL
Stepwise Regression Procedure for
Dependent Variable: Exchange Rate, e (in Natural Logarithm)
Step 1: Variable (1+IHK) entered. (R2= 0.68913)
Step 2: Variable YUS entered. (R2= 0.73148)
Step 3: Variable MUS entered:
R2= 0.84825
MeanDegree of Sum of
F Value Prob.> FSquaresFreedom Square
48.44 0.00010.048410.14523Regression 3
0.00100Error 26 0.02598
Total 0.1712229
Standard
Type II SS F Value Prob. FParameter Estimate Error
Intercept 7.83479
0.000120.010.01999MUS 0.092920.41564
0.000131.610.031590.014870.08358(1+IHK)
-1.27671 0.000127.260.02724YUS 0.24452
No other variables met the 15 percent significance level for entry.
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APPENDIX 4
REGRESSION ANALYSIS USING BALANCE OF PAYMENTS MODEL
General Linear Models Procedure:
Dependent Variable: Exchange Rate, e
MeanSum ofDegree of
SquaresFreedomSource Square
1.323713.971123Model
0.030530.7938926Error
4.76500Corrected Total 29
Model F = 43.35
Prob. F = 0.0001
= 0.83339P2
Std. Deviation= 0.17474
= 5.05177Mean of e
Degree of
Type I SS F Value Prob. FFreedomSource
0.000181.842.498881TBI-US
0.000124.020.733521(P+c)
0.000124.190.738711TUS
Degree of
Type IV SS F Value Prob. FFreedomSource
0.000719.940.45607TBHKUS 1
0.000132.761.000371(P+c)
0.000124.190.73871TUS 1
Standard
Error ofT for Ho:
Parameter Estimate EstimateProb.ITIparameter=0
0.079640.000154.13Intercept 4.31075
0.041660.00073.86TBHKUS 0.16101
0.006080.00015.720.03479(P+c)
0.010270.00014.92TUS 0.05053
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